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Short Summary 


By popular perception and received wisdom, the proper way to vet a stock for 
investment lies in the ratio of price to earnings. However, this hoax hides the reality. 
Instead, a truer measure is the ratio of price to earnings relative to the growth trend in 


profits. A showcase involves a matchup of Tesla against other titans of the stock market. 


Long Summary 


According to a rampant hoax, the ratio of price to earnings (PE) is the mainstay for 
gauging a stock for investment. The yardstick is meant to divine the likely direction and 
extent of the price level downstream. 


Unfortunately, the PE ratio can and often does vary hugely from one stock to another 
whatever their future prospects might be. Moreover, the quotient has a way of swinging 
wildly over time even for a given equity. As a result, the PE metric is hereby exposed as 
a treacherous guide to predicting the market. 


According to the party line, a high value of PE implies that the stock is overpriced and 
will thus crumple before long. In reality, though, the quotient can remain lofty for ages or 
even climb higher. 


From a different angle, the PE quotient tends to rise with the likely rate of growth in 
future earnings. For this reason, the PE ratio relative to the growth rate is a much better 
yardstick for vetting a stock. 


That is, the PE ratio may be divided by the growth rate, G. The latter term denotes the 
estimate of growth in earnings on an annual basis, expressed as a percentage of the 
profits actually garnered over the previous 12 months. The resulting quotient is known 
as the PEG yardstick. 


The PEG is far more consistent than the PE throughout the stock market. As a 
consequence, an extreme level of PEG goes a long way in gauging whether a stock is 


overpriced, underpriced, or moderate. 


Despite this fact of life, the mass of participants — ranging from part-time amateurs to 
full-time professionals — believe the PE ratio to be the mainstay for valuation. As we 
noted earlier, though, the PE varies a great deal regardless of future prospects and is 
therefore pretty much useless for sizing up a stock. Instead, the PEG yardstick provides 
a better metric by far in gauging the zest for the widget among market participants. 


On a positive note, investors in the aggregate seem to grasp the bunkum behind the PE 
ratio on a subconscious plane even as they affirm its primacy at a conscious level. Here 


is an example where people say one thing, but do something else. 


To round up, investors are impulsive creatures that like to band together. For instance, 
the plungers pile into the ring in the heat of a bubble and flee en masse in the freeze of 
a panic. One upshot is a wild ride in the ratio of the current price to past earnings. For 
this and other reasons, the PE is a lousy guide to valuation. On the bright side, though, 
the punters are far more consistent when the PE is adjusted by the future growth of 


earnings. 


Here is a rare instance where the actors as a group do the sensible thing despite their 
faulty grasp of the marketplace. Whether or not a gamer believes in the fable of the PE, 
they must act according to the PEG in order to prevail. Otherwise they suffer the 


consequences and often pay dearly as a result. 


In short, the shrewd investor in order to survive and prosper has to pursue a cogent 
strategy in practice even if they embrace the myth of the PE from a conceptual slant. In 
reality, the PEG is a far better gauge for divining the current appeal and future promise 


of all manner of stocks. 


Rampant Hoax 


In the popular image of investors and the received wisdom of pundits, the principal 
measure of value for a stock lies in the ratio of price to earnings. The age-old hoax 
shows up, for example, in the ceaseless parade of talking heads in the financial media 
who declare certain stocks to be overpriced or undervalued based on the price-earnings 


quotient. 


Unfortunately, the PE yardstick is a junky guide to the actual state of affairs. Instead, the 
key to valuation lies in the ratio of price to earnings divided by the growth of profits 


going forward. 


A striking example appears in the heated debates over a maverick firm named Tesla. 
From a fundamental stance, the popular sport of bashing the company and its stock 
springs largely from the custom of comparing the vibrant firm to the welter of ailing 


vendors in the auto industry. 


On the other hand, we need not even fathom the activities of the vanguard firm in the 
real economy to grasp the incoherent claims of the pundits in the financial theater. 
Rather, we need only to review a few plain factoids, many of which have been drummed 


up by the gurus themselves. 


An Exception to Prove the Rule 


A glaring example of the flimflam in the financial tract is found in Tesla, which the 
pundits love to hate. Year after year, the mass of investors and commentators mock the 


company and jeer its stockholders. 


The tirade against Tesla springs mostly from the buoyancy of the stock in relation to the 
profits earned by the company. By the first week of 2021, for instance, the stock 
reached $880.02 per share. Moreover, the latest reports on the earnings per share — 
namely, for the year ending in September 2020 — placed the annual profit at around 
$0.51. As a result, the ratio of price to earnings was reckoned to be roughly 1700 units. 


From a different angle, a representative poll of financial analysts pegged the price target 
a year onward at $450.87 per share. In other words, the pundits on average expected 
the stock to plunge by nearly 49% over the year to come. 


This was precisely the type of loathing and trashing that drove myriads of punters in the 
past to bet heavily against Tesla by selling its shares short. For instance, the gamblers 
expecting the stock to collapse lost $40.1 billion in 2020 alone. The whopping wipeout 
of wealth exceeded the total losses due to short sales for the next nine companies 


combined. 


Even then, however, the speculators failed to learn their lesson. At the end of the year, 
the so-called professional players still held short positions on an additional stack of 
5.5% of Tesla shares having a total value of $31 billion (Isidore, 2020). 


As we shall see, however, the gurus and gamblers were greatly misguided. To be sure, 
the stock did feature an extremely high value of PE. On the other hand, a better metric 


by far for appraising a stock lies in the PEG yardstick. Based on the latter gauge, Tesla 
was fairly priced rather than overvalued. 


To bring up another remarkable factor, the estimates of future growth for calculating the 
PEG came from the analysts themselves. Clearly, the pundits failed to take account of 
their own guesstimates in a coherent fashion. That is, the prophets brushed aside highly 
pertinent factoids which they themselves had drummed up. Such was the power of the 
hoax to boggle the mind. 


Dozen Giants 
For the sake of concreteness, we will compare Tesla against a representative sample of 


the giants listed on the U.S. bourse. For this purpose, we first select the top dozen firms 


by market value. The result is shown in Table 1. 


Table 1. Top Dozen Firms by Market Cap. 


No. Ticker Company Price Market Cap 
1 AAPL Apple $132.05 2,202.50B 
2 MSFT Microsoft $219.62 1,650.38B 
3 AMZN Amazon $3,182.70 1,586.61B 
4 GOOG Alphabet Inc. $1,807.21 1,240.59B 
5 TSLA Tesla $880.02 834.17B 
6 FB Facebook $267.57 765.45B 
7 BABA Alibaba $236.19 613.91B 
8 BRK-A Berkshire Hathaway $352,039.00 545.66B 
9 TSM Taiwan Semiconductor $118.69 523.29B 
10 V Visa $215.45 499.73B 
11 JNJ Johnson & Johnson $160.04 422.18B 
12 WMT Walmart $146.63 414.91B 


At top of the list stands Apple which is worth $2.2 trillion. At the bottom of the stack, the 
smallest entry is Walmart with a valuation of some $415 billion. 


As we can see, Tesla hangs around the middle of the list. More precisely, the firebrand 
is the fifth most valuable company on the U.S. bourse at this juncture. 


Price-Earnings Ratio 


In line with earlier remarks, the cheapness of a stock varies inversely with the PEG 
rather than the PE. To get a better sense of the broad picture, however, we will begin 
with the ratio of price to earnings. 


Among the dozen giants of the bourse, Berkshire Hathaway sports the lowest score — 


and thus the best value for money according to received wisdom — due to its PE of 15.6 
units as shown in Table 2. 


Table 2. Price-Earnings Ratio. 


No. Ticker P/E 
5 TSLA 1,682.64 
3 AMZN 93.21 
10 V 47.34 
1 AAPL 40.42 
2 MSFT 35.43 
9 TSM Sos13 
4 GOOG 34.92 
6 FB 31.73 
7 BABA 31.50 
11 JNJ 25.61 
12 WMT ZiT 
8 BRK-A 15.60 


In stark contrast, Tesla features the highest ratio by far given its rating of 1,682.64 units. 
The jumbo PE has incited legions of investors and commentators into blasting the stock 


and flaying its shareowners. 


PEG Yardstick 


If truth be told, however, investors place a premium on jaunty stocks that flaunt lusty 
prospects for growth. From a different slant, a planning horizon of half a decade befits 
many an investor. For these reasons, a fitting tactic is to divide the PE ratio by the 


average rate of growth per year likely to arise over the next 5 years. 


On the whole, investors expect the companies listed in the stock market to expand their 
earnings over time. For the most part, the titans in our list also abide by the rule of 
thumb as shown in Table 3. As an example, Alibaba is reckoned to grow its earnings at 


a rate of 3.86% per year on average. 


Table 3. Earnings Growth and PEG. 


No. Ticker EPS next 5Y PEG 
& BABA 3.86% 8.16 
11 JNJ 4.38% 5.85 
5 TSLA 396.74% 4.24 
10 V 12.03% 3.94 
1 AAPL 12.72% 3.18 
12 WMT 6.93% 3.05 
2 AMZN 36.35% 2:56 
2 MSFT 14.55% 2.44 
4 GOOG 16.81% 2.08 
6 FB 16.60% 1.91 
9 TSM 24.50% 1.43 
8 BRK-A -14.50% -1.08 
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Among the healthy firms marked by positive growth, Johnson & Johnson stands near 
the high end of the range after adjusting the PE by the forward rate of growth per 
annum. More precisely, the company sports a PEG value of 5.85 units. Put another way, 
the PE ratio of 25.61 which we saw earlier is nearly 6 times bigger than the growth rate 
of 4.38% per year going forward. 


Meanwhile, Alibaba flaunts the fattest value of PEG at some 8.16 units. In other words, 
the bloated stock is unusually expensive in view of its backward earnings over the past 


year coupled with the forward rate of growth per year over the next half-decade. 


In scoping the PEG, we find another type of anomaly which applies to Berkshire 
Hathaway. The oddity involves the fact that the firm’s earnings are expected to shrink 
rather than grow. To be precise, a poll of pundits placed the average forecast at 
negative 14.50% per year over the next half-decade. 


From Table 2, we recall that Berkshire Hathaway displays a PE value of 15.6. Based on 
the latter two scores, the PEG rating comes out to minus 1.08 approximately. 


The negative value of PEG is displayed here for the purpose of transparency and 
discussion. On the other hand, a common practice in financial circles is to omit a 
negative value of this sort and note instead that the PEG yardstick is “Not Applicable” to 
the stock at hand. 


More to the point for us here, Tesla displays a stout but not obese score by way of the 
enhanced yardstick. At a PEG level of 4.24, the firebrand thanks to its lively growth is 
actually cheaper than a stodgy firm named Johnson & Johnson. Even more strikingly, 
Tesla in spite of its vigor and promise is a lot cheaper by the PEG metric than a cyber 


powerhouse in the form of Alibaba. 


In short, the mass of investors and commentators have long snorted and fumed at Tesla 
and its shareholders while damning the stock for being overpriced in relation to its 
earnings. According to the enhanced metric of the PEG, however, the firebrand is 
actually cheaper than a couple of titans which attract far less flak and scorn. 


Conclusion 


The mass of investors in the stock market — ranging from part-time amateurs to full-time 
professionals — rely on the ratio of price to earnings as the primary mode of valuation. 
The PE ratio, however, has been exposed here as a lousy guide to the future. Instead, 
the stauncher gauge by far lies in the PEG; namely, the PE divided by the growth rate. 


An extreme example of the confusion shows up in Tesla, which the bulk of investors and 
commentators love to hate. The main reason for bashing the firm with great gusto stems 


from the lofty valuation of the stock by way of the PE yardstick. 


At the onset of 2021, for instance, the gurus on average expected the stock to tumble 
by nearly 49% over the next 12 months. This was precisely the type of loathing and 
trashing that drove myriads of punters in the past to bet heavily against Tesla by selling 
its shares short. 


For instance, the gamblers expecting the stock to implode ended up losing $40.1 billion 
in 2020 alone. The obliteration of wealth exceeded the total losses due to short sales for 


the next nine companies combined. 
Even then, however, the speculators failed to learn their lesson. At the end of the year, 


the gamesters still held short positions on an additional stash of 5.5% of Tesla shares 
having a total value of $371 billion. 
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In this and other ways, the tyranny of the PE continues to confound and betray the bulk 
of players in the stock market. At the onset of 2021, however, Tesla happens to boast a 
stout but not obese valuation by way of the PEG yardstick. 


As a rule, old habits die hard. For this reason, there is scant reason to believe that the 


dominance of the PE metric will die out anytime soon. 


In this perverse setting, the sober investor has to recognize the hoax and steer clear of 
its grip in order to chart a trusty path to the future. For the PEG is a better guide by far 
than the PE in gauging the vogue of a stock and thus its aptness for investment. 


To wrap up, Tesla spotlights the sump of delusion and quash of wealth wrought by a 
mindless dependence on the PE ratio. From a larger stance, however, the mojo of the 
PEG applies not only to the trailblazing firm but to the entire population of companies 
along with their stocks. 


Guide to Sources 


The sources below were tapped on Sunday, 10 January 2021. Unless otherwise noted, 
the data displayed throughout this report convey the closing values for the prior Friday. 


A professional investor has no need for the resources described here since they would 
have access to commercial sources of data. Instead, the present remarks are 
addressed to part-time investors who wish to obtain such information from online portals 


without paying any subscription fees or even registering as users. 
On one hand, Yahoo Finance is the most popular resource among the investing public. 
On the downside, though, the stock screener at the Web site can be quirky and 


confusing. 
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As a recourse, a better choice for most investors lies in Finviz. Aside from a few 
exceptions as noted below, the financial data used in this report came from the following 


screen: 


httos://finviz.com/screener.ashx?v=121&f=cap mega&ft=2&0=-marketca 





However, the table on display failed to list the PEG for two of the top dozen firms; 
namely, Tesla and Berkshire Hathaway. 


On the upside, the same screen showed the estimate of growth in earnings for the 
Class A shares of Berkshire Hathaway (BRK-A) to be negative 14.50% per year over 
the next 5 years. Since the PE happened to be 15.60, dividing it by the raw value of 
minus 14.50 yielded the PEG as negative 1.08 approximately. 


Moreover, the online table contained blank entries for Tesla in terms of the PEG as well 
as the forward growth in earnings over 5 years. So we turned instead to the following 


page at Yahoo: 


https://finance.yahoo.com/quote/T SLA/analysis 


The growth rate for Tesla was given as 396.74% per year on average over the next 5 


years. 


For the sake of consistency, we also took the PE value of 1,682.64 for TSLA from the 
main page at Yahoo rather than the estimate of 1742.61 provided by Finviz. Based on 
the pair of factoids from Yahoo, the PEG for TSLA was a tad over 4.24. 


From a larger stance, we should note that data providers often omit negative numbers 
such as PEG values below zero, under the presumption that the factoid is “Not 
Applicable”. However, we have listed such values here since they are in fact highly 


germane to the discussion. 
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Finally, the data on short sales of Tesla stock came from CNN: 


Isidore, C. Tesla short sellers lost $40 billion in 2020. 2021/1/6. 


https://edition.cnn.com/2021/01/06/investing/tesla-shorts-losses-elon-musk- 
win/index.html — fetched 2020/1/11. 


The article reported the losses incurred by short sales over the course of 2020 as well 


as the total volume of short positions held at the end of the year. 


